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Compulsory Audits by Public Accountants
By A. J. Watson
Although human nature is such as to resent compulsion in any
phase of activity, we must recognize that organized society can
only function smoothly through obedience to certain rules and
regulations. In its initial stages business was built through
rugged individualism, and we have prided ourselves in this coun
try that business progress has been made by leaving the door open
for individual initiative, so that in the period of a lifetime men
might have the opportunity of building their own large business
structures. Due, however, to the complexity of business in man
ufacturing, distribution and financing we have gradually accu
mulated many federal and state laws governing business until the
entire realm of business transactions is, broadly speaking,
regulated by law.
Accountancy, as a profession being relatively new, owes its
growth primarily to organized business and, being the science of
recording business transactions and the language which is used to
inform the ownership of the results of the business enterprise and
its financial position, it is natural that we as public accountants
should be affected by compulsory rules and regulations.
The trend toward compulsory auditing may be classified in three
main groups:
1. Governmental activities.
2. Banks and building-and-loan associations.
3. Corporations.

Governmental Activities
The federal government has recognized the necessity of com
pulsory auditing by requiring annual audits of several of its
activities. Recently provision was made for an audit of the cor
poration to handle the Muscle Shoals activity, and annual audits
are made of some corporations whose stock is owned by the fed
eral government and of others which were organized for the
purpose of carrying on certain business activities.
As far as I can ascertain no state government requires the audit
of all its state activities, although certain departments of several
of the states and certain commissions are required to have their
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accounts audited. The state highway departments of a number
of the states require all bidders on important contracts to submit
statements certified by public accountants. Many states require
independent audits of counties, school districts, etc. Several of
these states require the audits to be made by a state department
but others prescribe that the auditors shall be engaged by the
governing board or by the grand jury. Audit is a requirement of
many city charters and even where not required by law or char
ter, increasing numbers of municipalities engage public account
ants annually.
The state of California, in section 928 of the penal code, deals
with the annual examination of the accounts of county officers as
follows:
“ It shall be the duty of the grand jury annually to make a careful and com
plete examination of the books, records, and accounts of all the officers of the
county and of every city board of education within the county, and especially
those pertaining to the revenue, and report as to the facts they have found,
with such recommendations as they may deem proper and fit; and if, in their
judgment, the services of an expert are necessary, they shall have power to
employ one, at an agreed compensation, to be first approved by the court; and
if, in their judgment, the services of assistants to such expert are required, they
shall have power to employ such, at a compensation to be agreed upon and
approved by the court.”

In the majority of California counties it is the practice of grand
juries to engage either certified public accountants or public
accountants to make the examinations required, although I
think it is agreed that due to the unfortunate method of requiring
written proposals stating a flat fee, this has not proved a very
satisfactory field for accountants.
Banks and Building-and-Loan Associations

In several states where savings banks are organized and op
erated as separate financial institutions, laws compel annual ex
aminations by certified public accountants or public accountants.
The commonwealth of Massachusetts, general laws, chapter 168,
section 17, requires the trustees to appoint an auditing committee
of three trustees who shall engage a certified public accountant to
make at least an annual examination. The law prescribes the
scope of such examination and requires that the report delivered
to the auditing committee shall be read in detail at a meeting of
the trustees and a copy shall be filed with the state commissioner.
Connecticut has a similar requirement for state banks and trust
companies. The directors must appoint at least two auditors,
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neither of whom is associated with the bank, who shall make an
examination on September 30th of each year and file reports
with the bank and the state commissioner. But, in lieu of such
examination by the two auditors, the bank may be examined by
public accountants at the close of business of any day selected
by the board of trustees.
Pennsylvania recently amended the banking code providing for
financial examination of state banks and a report by the board
of directors, board of trustees or by accountants employed for
that purpose. After completion of such examination, a written
report, signed by the directors, trustees or by the account
ants who conducted the examination must be filed with the de
partment.
Delaware, under an act relating to banks, savings societies and
trust companies, prescribes, in section 5, that the examination to
be made annually by the state bank commissioner may be dis
pensed with if a similar examination is made by a certified public
accountant and such examination is acceptable to the state com
missioner. Similar examinations are permitted by New Hamp
shire and Vermont.
In California, although there is no similar provision that certi
fied public accountants or public accountants shall examine
savings banks, the laws covering building-and-loan associations
provide, in article 10, section 10.05, that an audit of these associa
tions should be made at least once a year by a “certified public
accountant or public accountant or firm of certified or public
accountants.” Certified balance-sheet and income account are to
be furnished to the commissioner within ninety days of the close
of the fiscal year, and the commissioner has the power to prescribe
the scope of the audits and to call for additional information.

Corporations
In considering compulsory audits or examinations of corpora
tions, partnerships, trusts or associations organized for carrying
on business, it will be necessary to divide the subject into groups:
(1) Compulsory audits (a) when securities are to be sold to inves
tors and, (b) when making application for listing on stock ex
changes and annually thereafter; (2) compulsory audits required
by state corporation laws.
(1-a) The federal securities act of 1933 and the rules and regu
lations promulgated by the federal trade commission are at
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present being studied by investment bankers, financial writers,
attorneys and public accountants.
This law governs the issuance of all securities to be sold or
offered for sale in inter-state commerce or through the mails.
Although small issues of securities by a corporation through un
derwriters and to individual persons, solely within the state, do
not come within the requirements of the act, I believe that in
order to find a ready market for such securities the issuers and
underwriters will comply with this federal legislation. The act,
of course, recognizes the jurisdiction of the securities commission
or corporation commissioner of any state; but if the procedure out
lined in the federal securities act is to be accepted as the standard
required by the investor, state officers will probably prescribe
rules and regulations similar to it. It is recommended, therefore,
that the standard set forth in the securities act should be care
fully studied by every public accountant, not only because such
knowledge will be necessary in his practice, but because the act
contains requirements which may change the procedure of raising
new capital and give federal approval and compulsion to the
audits of corporations. This act may become a model or fore
runner of state legislation making compulsory the audit of the
accounts of corporations, the securities of which are offered to or
held by the public.
Before securities of any kind can be sold or offered for sale the
issuing corporation and underwriter, if there be one, must file
with the federal trade commission a registration statement. As
this statement in effect is also the prospectus or circular by which
the securities are offered, the information to be set forth in it is of
prime importance to accountants.
Of material interest are article 15 of the regulations and sections
15, 51, 54 and 55 of the registration statement. These prescribe
the forms of balance-sheet and profit-and-loss statement and
surplus account, showing how and from what source this surplus
was created. If the date of the filing of the registration state
ment is more than six months after the close of the last fiscal year,
a profit-and-loss account for the portion of the year to the nearest
possible date must also be furnished. The profit-and-loss state
ment differentiates between recurring and non-recurring income
and between any investment and operating income. These
statements must be certified by independent public account
ants.
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If the proceeds from the sale of securities are to be applied to
the purchase of any business, there must be submitted a profitand-loss statement of such business for the three preceding fiscal
years and a balance-sheet, both of which shall be certified by
independent accountants.
The federal securities act of 1933 not only creates a demand for
accounting services but it contains definite responsibilities for the
accountant.
In many states, there is legislation for the control and super
vision of the issuance of securities. In some instances these
“blue-sky” laws prescribe that statements certified by account
ants shall be furnished when applications are filed.
(1-b) Requirements of stock exchanges. Since April, 1932, the
New York stock exchange has required corporations applying for
listing to agree that future financial statements shall be audited
by independent public accountants and accompanied by the
certificate of such accountant showing the scope of the audit and
any qualifications. All listing applications of the New York
stock exchange after July 1, 1933, must contain a certificate of an
independent public accountant as to the correctness of the
balance-sheet, income statements and surplus accounts of the
most recent fiscal year. In general, the scope of audit shall not
be less than that indicated in the pamphlet issued by the federal
reserve board in May, 1929, and entitled Verification of Financial
Statements. Such audits shall also cover subsidiaries and the
applicant for listing shall agree that future annual financial state
ments shall be similarly audited and annual reports sent to the
stockholders with a notice of the annual meeting. The listing
committee of the New York stock exchange requires each listed
company and all those now having annual audits to file annually,
with each annual report, a letter from the corporation’s auditors
replying to six specific questions relating to the character and
extent of their audit. One of these questions relates to the scope
of the audit as contemplated in the Federal Reserve Bulletin. A
form letter with regard to this point, signed by several of the
leading firms of public accountants, has been made available for
distribution to all members of the American Institute of Ac
countants.
The Edison Electric Institute, which has been formed lately as
a successor to the national organization of light and power com
panies, requires all its members to pledge themselves “to publish
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financial statements which shall be audited by public account
ants.” Most of the large light and power public utilities are
members of the Edison Electric Institute and this requirement
will set a standard for all the others.
A large group of corporations, namely railroads, insurance com
panies, certain other public utilities and banking institutions, are
subject to intensive scrutiny and examination by federal and
state authorities and, although such auditing is not done by
professional independent accountants, the affairs of such con
cerns are subject to the review of independent boards or com
missions.
(2) Compulsory audits required by state corporations laws. The
various foreign or state governments in granting limited liability
to stockholders of corporations have a responsibility to those in
vesting in and to creditors doing business with such companies
which may be met by requiring all corporations enjoying limited
liability to have annual audits. Widespread ownership of cor
porations makes it impracticable for the majority of stockholders
to supervise and control the management, which often holds
office by the practice of obtaining proxies and sometimes supplies
the stockholders with only meager annual reports. Americans
have been slow to advocate compulsory audits of corporations,
but there is nothing new in such a requirement. The Eng
lish companies acts have for many years required annual audits.
The dominion and provincial companies acts in Canada and other
British dominions demand audit. Recently in Germany and
Denmark laws have been passed requiring corporations to
submit their accounts for examination by public accountants.
The English companies’ act is specific—the directors of every
company are required to present, at the annual general meeting, a
balance-sheet and profit-and-loss account. The auditor’s report
must be attached to this balance-sheet and if any balance-sheet is
issued or published without having a copy of the auditor’s report
attached the officers responsible are liable to a fine.
No restrictions of any kind are placed on the rights of the
auditor—he is even specifically given the right to attend any
general meeting at which accounts, reported upon by him, are
presented and to make any statement or explanations he may
desire. In his formal report he must state whether or not he has
obtained all the information and explanations he has required and
whether in his opinion the balance-sheet is properly drawn up so
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as to exhibit a true and correct view of the state of the company’s
affairs according to the best of his information and as shown by
the books.
The English companies’ act contains no requirement that the
auditor shall be a chartered accountant or even a public accountant.
A director, officer or employee of the company, however, is not eligi
ble as auditor. If an auditor is not appointed by the company at
an annual general meeting, the board of trade may make such ap
pointment on the application of any shareholder of the company.
The dominion companies’ act in Canada follows the English
companies’ act closely, but, in one direction, it goes somewhat
further in that it defines certain items which must be shown on the
balance-sheet. A penalty is provided for issuing a balance-sheet
without the auditor’s report attached or containing a reference
to it. The various provinces of Canada also have companies’
acts similar to those of our states, but with one or two exceptions
these acts provide for the appointment of auditors whose report
must be attached to the annual financial statements.
In Germany corporations are required to furnish their stock
holders annually with a balance-sheet and statement of income in
detailed form. Attached to these statements must be an auditor’s
certificate to the effect that the statements are correctly prepared
and in agreement with the books and that all statutory require
ments relative to the accounts have been observed. The auditor,
although elected by the stockholders, is actually engaged by the
officers, but if the officers and stockholders holding 10 per cent of
the stock object to any particular auditor the matter is referred to
the local court for selection. In addition to certifying, the auditor
is required to report to the officers. The directors must convey
to the stockholders any important comments in the auditor’s
report. The German law makes the auditor liable for damage in
case of negligence, although that term is not defined, and the
auditor is subject to imprisonment and fine for false representa
tion in his report or for concealment of important facts.
In the United States, the most definite and strict provision for
the engagement of auditors by corporations is contained in the
Massachusetts laws relating to corporations. Chapter 156,
beside requiring an annual report to be filed with the state com
missioner, states in section 49:
“Such report of a corporation which has a capital stock of one hundred
thousand dollars or more shall be accompanied by a written statement on oath
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by an auditor that such report represents the true condition of the affairs of
said corporation as disclosed by its books at the time of making such audit.
Such auditor shall be employed for each ensuing fiscal year by a committee of
three stockholders who are not directors, which shall be selected at each annual
meeting of the stockholders, but no bookkeeper, treasurer or other officer of the
corporation shall be appointed as such auditor. The statement of the auditor
shall be filed by him with said report in the office of the state secretary and shall
be attached to and form part of it. The auditor shall be duly sworn to the
faithful performance of his duties, and the officers of the corporation who sign
said report of condition shall certify thereon that the auditor was duly elected
and qualified as herein provided.”

Chapter 181, section 12, provides that every foreign corporation
shall annually prepare and file in the office of the state secretary
a certificate signed and sworn by officers and directors showing
its capital stock, its assets and liabilities in the form required for
domestic corporations and this certificate shall be accompanied
with a written statement on oath by an auditor as provided in the
foregoing section, except that such auditor shall, in all cases, be
chosen by the board of directors.
Although there is no specific requirement that the auditor shall
be a public accountant, I am assured that it has become the
general custom to appoint public accountants.
In Pennsylvania, a bill passed in May, 1933, provides that
unless the by-laws expressly provide otherwise, a financial report
certified by an auditor elected by the shareholders shall be sent
to the shareholders within ninety days of the close of the fiscal or
calendar year. This report shall include a balance-sheet, a
statement of income and profit and loss and details of the origina
tion of the surplus account. It is important to note that provi
sion is made for the election of the auditor by the stockholders,
although unfortunately this requirement can be avoided by an
amendment to the corporation by-laws.
Other states have requirements dealing with annual reports and
their certification by officers of the corporation or public account
ants. The corporation law of North Carolina provides that ‘‘ upon
request of 25 per cent of the stockholders, or of any stockholder
or stockholders owning 25 per cent of the capital stock, of a
private corporation organized under the laws of North Carolina
and doing business in this state, it is the duty of the officers of the
corporation to have all of its books audited by a competent ac
countant, so that its financial status may be ascertained.”
The general corporation act in Ohio contains a requirement
somewhat similar to that of California (explained on next page),
providing in section 8623-64 that at the annual meeting every
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corporation shall lay before the shareholders a statement of profit
and loss and a balance-sheet and surplus account made up to a
date not more than four months before such meeting, with a cer
tificate appended stating these statements to be true and correct
and exhibiting a fair view of the corporation’s affairs according to
its books. This must be signed by an officer or a public accountant
or firm of public accountants. The corporation shall also mail
a copy of such statement to any stockholder upon a written request.
The California corporation laws of 1931 set forth certain revo
lutionary changes relating to annual financial reports and, al
though the compulsory features of this act have not been changed,
the 1933 legislature passed amendments to those sections dealing
with corporations’ annual reports which I commend for careful
study. All companies incorporated under the California cor
poration laws, unless their by-laws specifically dispense with the
issuance of such annual reports, must meet the following re
quirements :
Directors must send to stockholders not later than 120 days
from the close of the fiscal year an annual report which shall
contain:
A. Balance-sheet at the closing date which shall state:
1. Bases of valuation of assets and any change in base
during year.
2. Amount of surplus and sources thereof and changes
during year.
3. Number of shares of each class authorized and out
standing.
Number of shares, if any, in treasury and cost thereof
and source from which such cost was paid.
4. Amount of loans to or from officers, shareholders and
employees.
B. Profit-and-loss account for the year and additions and
deductions therefrom, setting forth in particular the
amount of:
Depreciation
Depletion
Amortization
Interest
Extraordinary income or charges whether or not in
cluded in operating income.
Amount and nature of income from subsidiaries.
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The financial statements are to be prepared from and to be in
accordance with the books and to be certified by the presi
dent, secretary, treasurer or public accountants and to be in
form sanctioned by sound accounting practice for the par
ticular business.
The balance-sheet of a holding corporation may be its separate
balance-sheet or consolidated balance-sheet. If consolidated,
the name of each subsidiary is to be stated and the balancesheet of the holding company to be submitted is to contain
the same information as if not consolidated. If not con
solidated the balance-sheet shall show as separate items:
Aggregate amount of investments in shares of subsidiaries.
Aggregate indebtedness of holding company to sub
sidiaries.
Aggregate indebtedness of subsidiaries to holding company.
How and in what amounts, profits or losses of subsidiaries
have been taken up in accounts of holding company.
Shareholders of 10 per cent of number of shares (except in certain
classes of companies) where no adequate statement is issued
within six months may make written request for the state
ment in the form prescribed for the annual report and certi
fied by the president, secretary, treasurer or a public
accountant.
If it were not for the stipulations in this section that the annual
reports may be dispensed with by the by-laws and that the
financial statements are to be certified by certain officers or a
public accountant, there would be compulsory audits by law of all
corporations in California. This, however, will only be accom
plished step by step and by education of the general public.
Whatever the cause, there is a growing demand that the financial
affairs of government and industries shall be subjected to the
scrutiny of professional accountants on behalf of the public.
This is a recognition of the excellent work which accountants
have performed in the past and an evidence that the public has
faith in their ability and integrity. We can assume that in the
future stockholders are going to demand the opportunity of con
trolling the management and this can only be done if they are
furnished complete and correct statements, independently pre
pared, of the financial affairs of the corporation in which they
have investments. Many newspapers have lately printed
articles by financial writers joining in the demand that corpora259
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tion auditors be engaged by stockholders and not by the manage
ment. I think we can profit by the experience of Great Britain
where the early practice was to have the auditors engaged by the
directors and it was found necessary to give this privilege to the
stockholders. Let us, however, emphasize to stockholders that
even though compulsory audits by public accountants become
a legal necessity, this will not of itself give complete protection to
their investments. Such an engagement does not give us the
responsibility nor the privilege of management, nor control over
the economic phases of business nor guarantee profits. Although
the reform may come in time, much will depend upon the efforts
of organized accountants in advising legislators as to the form in
which compulsory demands should be prescribed.
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